In this paper an overview of tax benefits granted by Estonian legal acts is given, and extent of tax benefits use by resident natural persons using the data from databases of Estonian Tax and Customs Board (ETCB) is analyzed. Also the possibility of tax benefits classification is considered and to whom and on which purposes stated tax benefits are addressed is analyzed. Research based on three years data shows that in Estonia tax benefits for individuals are widely used. On average uncollected amounts of tax due to tax benefits approximately equal 9% of the state budget revenues. Large amount of tax benefits is not a negative indicator per se but they aid distributed incomes to reach people who really need those benefits. In opposite case tax benefits are not reasoned but they rather create additional administrative workload. Talking about Estonian tax system roughly half of tax benefits is addresses to people who belong to low income stratum, at the same time remarkable proportion of benefits may be directed to middle-class and wealthy people.
Introduction
Tax benefits is one of the three possibilities how individuals, companies and other organizations can diminish their tax burden. Generally tax cutback possibilities can be divided into three: 1) Tax benefits contained in legal acts which state deliberately offers to diminish taxes payable (e.g. reduced tax rates for certain people or on certain goods, tax exemptions, increased tax exemptions for families with children, possibility to choose accounting method to calculate return on securities investments, investment account system for individuals); 2) Possibilities to diminish taxes that are not offered directly by the state but are enabled by tax system, considered in the literature as "tax optimization" (the possibility to choose income receiver and time or country of income, cost or sales accrual; additionally possibilities unintentionally written into law by legislators the use of which is in contradiction with the meaning of the law); 3) Tax evasions (actions that plainly are not in accordance with law, e.g. concealment of revenues, under-the-table pay etc.).
Among these three options, in the present article we consider the first one, i.e. the possibility to decrease taxes legally focusing in empirical part on the inquiry of tax liability diminishing opportunities for natural persons. We omit income tax benefits addressed to companies and self-employed persons, also tax benefits associated with implementation of reduced rate of value-added tax.
Surveys conducted during last two decades in OECD countries show that the gap between the rich and the poor has widened. Denmark and Sweden were able to maintain the smallest gap. Tax burden in Nordic countries is higher compared to other European countries, still collected tax revenues are transferred to lower income stratum of population decreasing by that the gap between rich and poor. (Pearson et al. 2008 : 1, 2, 5) As tax collection is associated with administrative expenses, and expenses usually increase if tax system contains plenty of exemptions then these exemptions have to be well-weighed and directed. Without doubt tax benefits are exemptions that increase administrative work load and thus should foremost serve social purposes transferring incomes from high-earning individuals to low income people.
The aim of this paper is to give an analytical overview of Estonian tax system's benefits to resident natural persons. Extent of the use of benefits offered by the state is assessed using data from register of taxable persons, Bank of Estonia and KPMG.
The paper is structured as follows. In the first part reasons of tax benefits' implementation are discussed. In the second part of the paper possibilities of tax benefits classification are observed; in the third part extent of tax benefits use in Estonia is analyzed.
Reasons for implementation of tax benefits
Main objectives of public sector and taxation are allocation function, distribution function and stabilization function (Musgrave et al. 1987: 5) . In taxation attention has to be paid who or what is subject to tax, how to tax, to what extent to tax, what is the effect on economic agents and processes, what the consequences are (Võrk et al. 2008: 10) . In the late 1980s there was still a standpoint that tax system in general should be impartial and affected as little as possible by directed objectives. (Musgrave et al. 1987: 207) At the same time, with strengthening economic integration of European countries junctions of taxation systems of member states is becoming more important. Changes in tax policy of one member state may have spillover effects on systems of other states; these changes may become a reason for implementation of tax benefits (Cnossen 2002: abstract) . Mutual effects of tax systems in the EU may be both positive and negative, resulting in more efficient distribution of income (as well as opposite). (Cnossen 2002: 3) .
The survey on poverty and inequality conducted in 30 OECD countries show that the gap between rich and poor people in most OECD countries has widened over the past 20 years. The rise in gap has taken place due to the rich improving their income vis-à-vis low-income and middle-income people. At the same time some part of this growing inequality may be explained by demographic changes -due to higher life expectancy and less children number of single-adult households increased substantially. The greater spread of lone parents has had a strong effect on inequality. (Pearson et al. 2008: 8) Through taxes and various benefits governments play a big role in determining incomes and standards of living. In Nordic countries, taxes and benefits are of very important redistributive role. To a lesser extent system of taxes and benefits is redistributive in Korea and the United States. On average across OECD member states, income taxes and cash transfers reduce inequality by one third but positive impact of taxes and benefits on poverty and inequality has decreased in many OECD countries during last decade (Pearson et al. 2008: 5) Thus trends emerged during last couple of decades in OECD countries refer to need to employ tax systems for income redistribution more than it was done before. Taking into account that a state should spend as little resources on tax administration as possible, then exceptions (benefits) in tax system should be reasoned and easy do administer. Basically, a state should collect as much tax revenues as it needs to sustainably carry its functions. However, it is not easy to predict future monetary needs. It is also possible to understand differently the idea of justice in the context of taxation.
Miron and Murphy (2001) argued that individuals' rights to social guarantees must occur only when they have worked for a certain period of time. In reality no direct relation between tax contribution and amount of benefits received exists, taxes paid by employed people are used to finance all the guarantees and benefits. Leviner (2007) introduces in her paper the vision of a good tax system according to which higher tax burden should be carried by wealthier persons (Leviner 2007: 405) . Because wealthier persons have control over the greater part of resources available rich people should actively participate in supporting society through carrying higher tax burden, taxes paid by wealthy people can be distributed to weaker members of the society, she concludes (Leviner 2007: 406) . Whether to fully agree with Leviner's community-oriented rather than individual-centred view or not is the question itself; however, there is not point to channel benefits to persons who are prosperous enough.
In Estonia the Center for Policy Studies Praxis prepared a report on influences of tax policy: results of analysis show that e.g. non-increasing of basic exemption would increase income inequality (Võrk et al. 2008: 45) . Increased basic exemption in case of second or next child has brought the biggest gain to a person with middle-income, deduction of housing loan interests, training expenses and student loans from taxable income has provided the biggest gain to people with higher income (Võrk et al. 2008: 51) . Due to the fact that the survey was not conducted using declared datamicrosimulation model ALAN was used instead -real data can yield slightly different result. Nevertheless, the survey gives a signal that tax benefits included in Estonian tax system may not be justified -they are not to transfer income from wealthier to poorer, direction is rather opposite.
John Rawls wrote about justice (1999) that "Justice is the first virtue of social institutions, as truth is of systems of thought. A theory however elegant and economical must be rejected or revised if it is untrue; likewise laws and institutions no matter how efficient and well-arranged must be reformed or abolished if they are unjust." (Leviner 2007: 408) Recently in euro zone ideas on harmonization of tax systems and retirement age started to flow, one can recall so called competitiveness pact proposed by Germany and France. Objects of concern include inter alia low tax rates of several countries that cause high level of public debt to be paid up by other member states. There is debate on introduction of a minimum corporate tax rate and a higher retirement age, based on demography. (O'Donnel, Toyer 2011) It is still unclear whether harmonization shall cover also tax benefits.
Classification possibilities of tax benefits
There are many terms regarding tax benefits in the literature on taxation: one can discover various terms, e.g. "tax exemption", "tax deduction", "tax benefit", "tax cut", "tax rebates" and so on. It is very easy to get confused when trying to make difference between different benefits and their variations. In our paper we use "tax benefit" as a blanket term to refer to any kind of possibility guaranteed by law to decrease an individual tax liability. To make a distinction it is possible to separate tax benefits into following categories (Nalogovoe pravo 2000: 107, Tax Rebates and Benefits…):
Exemptions refer to excluding some objects or items from taxation. For instance, in Estonia some incomes of resident individuals are exempt from tax, income tax is not charged on them -these include inter alia scholarships and grants paid pursuant on law from the state budget, certain lottery prizes, benefits paid to victims of crime pursuant to law and other. (ITA § 19 (3)). Basic exemption of Estonian resident natural persons deductible from the income (1728 Euros) also falls into this category. Also payments to some groups of people and organizations may be exempt from tax charge (for instance, income tax is not charged on payments made to persons recruited for secret co-operations in surveillance activities according to Surveillance Act § 14).
Deductions refer to benefits aiming to decrease tax base. The most explicit example perhaps is that companies can deduct business costs from their sales revenue. For resident natural persons in Estonia it is possible to deduct e.g. housing loan interest from income received during the period of taxation (ITA § 25). There are other several deductions available to resident individuals in Estonia.
Depending on the influence on the results of taxation deductions can be limited (the amount of deductions are limited directly or indirectly) and unlimited (tax base can be decreased for a full amount of costs or expenses of a taxpayer). As an example, in Estonia an individual can deduct housing loan interest, training expenses, gifts and donations from his/her income received during the period of taxation in total amount up to 3 196 EUR but no more than 50% of the income adjusted for deductions related with business activities. (ITA § 28 2 ).
Relief is the benefit associated with diminishing of tax rate or tax liability. Possibilities here include reduction of tax rate, diminishing tax liability, tax deferral or scheduling tax payments, tax credits, tax amnesty, return of and reckoning with previously paid tax. In case of reliefs benefits are provided directly in contrast to benefits provided by exemptions and deductions. Compared to other benefit schemes reliefs can better take into account taxpayer's wealth. If from exemptions and deductions the rich gain more then quantitatively equal relief saves higher portion of income for low-income taxpayer. (Nalogovoe pravo 2000: 108)
Tax benefits can be also classified consequently from the purpose of their imposition: for instance, benefits imposed on social purposes, benefits imposed to decrease administrative workload, benefits to promote savings or certain spheres of activity, and other.
Use extent of tax benefits for individuals in Estonia
Estonian taxation system contains in significant amount tax exemptions for individuals 1 . Chapter 4 of Estonian Income Tax Act considers tax exemptions from the income of a natural person resident. Among income tax exemption minimum tax-free income in amount of 1728 Euros to a natural person should be mentioned (ITA § 23). Additionally possibility of joint declaration for spouses is established (ITA § 44 (2)), according to which a nonearning spouse can additionally deduct income tax in amount of minimum tax-free income from family income. Parents raising children have the possibility to deduct additional minimum tax-free amount for every child starting from the second child (ITA § 23 1 ). Income tax liability of an individual is decreased by schooling expenses (ITA § 26), interest payments on housing loan (ITA § 25) and donations (ITA § 27). Income tax on last three mentioned tax exemptions cannot exceed 3196 EUR a year per taxpayer or 50% of a taxpayer's taxable in Estonia income for the same period. Since January 1, 2011 it is not possible to deduct income tax from interest payments on student loans.
Since 2011 to postpone tax liability on capital gain individuals can use the system of investment account (ITA § 17 2 ). Investment revenues on this account are not charged with income tax, the liability for individual occurs when sum of money withdrawn from investment account (for purposes other than purchase of financial assets) exceeds the surplus of all the depositions made to that account. It should be mentioned that certain securities are not qualified for investment account system (e.g. securities of non-listed companies) 2 . Source: Compiled by authors using data from Tax and Customs Board. 2 Prior to 2011 an individual could choose between FIFO and weighted average method to calculate the cost basis of securities of the same class acquired at different times and different price; this applied to all the securities. With the introduction of investment account system the method of calculation of the cost basis of securities to which investment account system can be applied became irrelevant since it does not affect tax liability on capital gain. However, for other securities it is still possible to choose between FIFO and weighted average method (ITA § 38 (6)). Unfortunately there is no data available to authors regarding extent of use of this possibility.
Previously mentioned benefits determine remarkably lower level of tax proceeds to state. At the same time the state consciously has validated such benefits and gave up some portion of tax income. While not discussing reasons for validation of these benefits we try to estimate how significant waiver from income for the state is.
The data about the extent of the amount of uncollected revenue due to tax benefits for resident natural persons can be found on the homepage of Estonian Tax and Customs Board. Table 1 is compiled on the basis of data from income tax returns of individuals.
Presented data show that due to existing tax exemptions to natural persons the state gives up the amount of income tax equal to 8.85% of the state budget income on average. The only benefit abolished by the present time is the benefit on student loan interests but extent of its use is not big and thus the state does not get supplementary tax income from that. Fluctuations in tax benefit regarding two or more children are due to the fact that in 2008 increased basic exemption was provided from the first child.
Amount of used tax exemptions vary by exemption types, also the number of persons who used exemption is different. The following table 2 gives an overview of how extensive a particular tax exemption was. Also below in this chapter described tax exemptions were inserted into the table.
From the table 2 one can see that the most remarkable tax exemption per person was granted by tax exemptions related with pension and children (exemptions made on social purpose) followed by exemption related to social security contributions paid in a foreign country (tax exemption related with avoidance of double taxation). Next one, the basic exemption is a broad-base exemption to everyone (obviously people earning lower income win the most in this case, so this exemption can be defined as exemption implemented on social purpose); exemption on housing loan interest was apparently introduced to support young families.
In addition to tax exemptions presented in the last table tax exemption related to interest receivable is included in Income Tax Act. According to ITA § 17 (2) income tax is not charged on interest paid to natural persons by a credit institution which is a resident of a state which is a contracting party to the EEA Agreement or on interest paid through or on account of a permanent establishment of a non-resident credit institution located within a contracting party state 3 . It is difficult to estimate the amount of such a tax exemption using publicly available data as it is not know how big amounts of money and at which interest rates resident natural persons deposited outside of Estonia. The data on individuals' deposits in Estonian credit institutions is available but it is not possible to calculate precise amount of interest income using available data only. When calculating interest received by resident natural persons, kroon-based and other currency based deposits were taken into account separately. For latter merely euro-based interest rate was applied because the information on distribution of deposits by currencies (EUR, USD, SEK etc.) was not available. The figure 2 gives an overview of the movement of kroon-based and euro-based interest rate during the given period.
To calculate interests received during the month under consideration an average monthly interest rate was applied to an average surplus of deposits at the beginning and at the end of a month, results were summed up by calendar years. In the following Into tax benefits granted to resident natural persons by the state enactment of ITA § 18 (1 1 ) can be partly included. Generally, income tax is charged on all dividends and other profit distributions received by a resident natural person from a foreign legal person in monetary or non-monetary form. However, income tax on dividends shall not be charged in case income tax has been paid on the share of profit on the basis of which the dividends are paid or if income tax on the dividends has been withheld in a foreign country. This amendment entered into force since 01.01.2002 (RT I 2003, 88, 587); until that date aforementioned dividends were charged with income tax according to current tax rate in Estonia (RT I 1999, 101, 903).
As the basis for tax exemption is merely the fact of paying income tax in a foreign country, whereas income tax rate in a foreign country on dividends received or on the share of profit on the basis of which the dividends are paid does not matter, then thanks to this prescript total tax liability of an investor on dividends received from a foreign country may be lower compared to the situation where similar investment was made into shares of Estonian business entity. Source: Compiled by authors using data from Tax and Customs board.
In table 5 potential tax amounts are summarized that are left to natural persons because the state imposed miscellaneous tax exemptions for various reasons. At the current income tax system the state gives up in favor of natural persons around 9% of its tax revenues. The following table 6 provides evidence that money left in pockets of natural persons due to income tax exemptions roughly equals the amount of total collected income tax (income tax from both natural and legal persons).
From tax exemptions cited above there are exemptions with distinct social purpose: increased basic exemption in event of pension, increased basic exemption in case of two or more children, funded pension payments (2 nd pillar), maintenance support and unemployment insurance premiums. Affording basic exemption to people with low income also serves social purpose but is not justified for all the persons. During the period under analysis income of below 6 391 EUR can be considered as low income. Source: Homepage of the Ministry of Finance. Housing loan interest payment, training expenses, student loan interest payments, trade union membership fees, gifts and donations do not serve social purpose. One can reach the conclusion that 50% and 3196 EUR limit at these tax exemptions are favoring at leas on relative basis people with rather medium income, on absolute basis obviously middle class and wealthy people. Results of Praxis' analysis prove the same. Tax exemptions on dividends received from foreign countries, interests received and on funded pension payments (3 rd pillar) are addressed plainly to wealthier persons. Analysis by Praxis also shows that some of these exemptions can be used by rather prosperous people. In total, exemptions that are not related with income distribution constituted on average 52% of all the exemptions during 2007 -2009 . From these benefits that do not have so distinct social purpose tax exemptions on student loan are cancelled, but their amount was catchpenny. At the same time OECD surveys conducted in Europe show that 18-20 year olds (i.e. people having demand for student loans) are socially one of the least secured stratum of population. So it is still an open question whether it is reasonable not to give tax exemption on student loan interests (7-8 million Euros a year) and still afford tax exemption on housing loan interests (130-180 million Euros a year in total).
One of the goals of tax system is distribution of incomes, and tax benefits should serve this objective. Recalling the statement of John Rawls presented earlier in the paper if it becomes evident that a system is unjust or does not serve the goals it should be remade.
Conclusions
Analysis of tax exemptions' use extent demonstrates that in Estonia annual tax exemptions for natural persons constitute on average 9.2% of the state budget tax revenues. Amount of tax exemptions for individuals are of the same magnitude as the amount of collected income tax. Tax benefits and tax-aided distributed cash flows are extensive in whole Europe, however tax benefits should be implemented purposefully and direction of tax-aided distributed cash flows should be from wealthier to socially less secured people.
Exceptions to the rule -i.e. different tax exemptions -generally require additional administrations expenses and thus must be reasoned. In some cases the aim of tax benefit implementation is diminishing of administrative workload (e.g. tax benefits imposed on dividends received from contracting party state).
In Estonia of tax benefits to individuals 52% are addressed to people earning average or high income. Hence incomes induced by tax benefits move rather in opposite way than in OECD countries in general; many tax benefits cannot be regarded as reasoned.
